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Tax Problems of the Professional Person
By Dorris C. Michalske, C.P.A.
Cleveland Chapter ASWA
The tax problems of the professional person
have one aspect in common with those of all
other taxpayers, and that is, the reduction of
taxes to the lowest amount possible by legal
means. In view of the almost confiscatory tax
system in this country, this is a problem that
deeply concerns professional men and women
who want to keep a reasonable portion of the
results of their labors for their own enjoyment,
to provide funds for retirement, and to ac
cumulate an estate.
For this discussion on Federal Income taxes,
we will be concerned with the professional in
the broad definition of the word, to include
not only educators, doctors, lawyers and ac
countants, but also others who offer profes
sional services to the public, such as engineers
and architects.
An accountant or lawyer just starting out in
business might begin his practice by establish
ing an office in his residence. The government
allows deductions from income from profes
sional services for all expenses that are ordinary
and necessary, are directly connected with or
related to the taxpayer’s trade, business or pro
fession, and are reasonable in amount. These
include the usual expenses of the practitioner,
such as stationery, supplies, depreciation on
office equipment, salaries of office help and
payroll taxes. Telephone expense, for business,
is properly deductible but there might be a
problem in proving to the tax agent the busi
ness portion of the telephone bill if personal
and business calls are made on one line. There
fore, it is advisable to have a separate tele
phone listing for business calls only.
Since the taxpayer is using a part of his resi
dence as a place of business, he has the prob
lem of how to determine what proportionate
part of the expenses of operating the residence
can be deducted as business expenses. Gen
erally, accepted methods of allocation are based
on the ratio of the space used for business to
that used for residence.
For instance, an accountant uses one room
in his home as an office. It is estimated that the
room comprises about one-fifth of the total
floor space. He would be entitled to deduct
one-fifth of his expenses of light, heat, real
estate taxes, insurance, grounds upkeep, water,
general repairs, such as repairs to the roof, and
depreciation calculated on one-fifth of the basis
of the house. He cannot deduct the rental value
of the portion used for business unless he actu
ally pays rent. These expenses will be reported

on Schedules C and C-1 of Form 1040, and
detailed explanation of the allocation basis
should be given.
The taxpayer need not use the same method
or ratio for all types of dual business-residence
expenses. Insurance and personal property
taxes, for instance, might be allocated on the
basis of the value of office equipment to the
value of the furnishings of the home, where
both are taxable. Other expenses might be
allocated on the basis of time, or degree of
use. Maid service could be allocated on the
time spent on cleaning the office to the total
hours worked. Whatever the method, to satisfy
the Commissioner, the result should clearly
reflect income and the taxpayer should be able
to prove that the expenses are attributable to
the profession, and that the allocation is rea
sonable. In a number of cases, business deduc
tions have been denied for failure to prove that
the residence is used as a place of business.
Mr. and Mrs. Rogers kept the records of their
business in their five-room residence, and did
their work on the dining room table. Because
they could not prove what portion was al
locable to business, they could not deduct any
part of their real estate taxes as business ex
pense. (J. W. Rogers vs US 290 F. 2d 501)
Some of these expenses must be allocated
to determine what part is applicable to busi
ness and which portion is deductible as an
itemized deduction in lieu of the standard de
duction. Mortgage interest and real estate taxes
are of this type. The business portion of the
taxes and interest are listed on Schedule C and
deducted from business receipts. If the option
al standard deduction is not used, the remain
ing portion of taxes and interest will be in
cluded with other itemized deductions such
as a contributions and medical.
It is not unusual for a professional person
to use his automobile both for business and
pleasure. If this is the case, another allocation
is necessary of those expenses which are de
ductible whether the automobile is used for
business or pleasure, such as gasoline taxes and
auto licenses. Here too, the personal portion
may be taken as an itemized deduction. Ex
penses which are deductible for business use
only would include auto club membership,
garage rent, gasoline, oil, repairs, insurance,
parking, and depreciation on the business por
tion of the car. An acceptable method of allo
cating expenses is on the percentage of mile
age for business to total mileage. As with other
individuals, the cost of transportation between

home and business is not deductible, and this
mileage should not be included as business
mileage.
The computations for gain or loss on trade-in
or sale of the car are complicated, but not
difficult to understand if one can visualize the
car in two distinct parts—one used entirely for
business and one for pleasure. The applicable
regulation for computing depreciation or gain
or loss is then applied to each unit as if it
were not one, but two different items. This
method is based on Revenue Ruling 286,
1953-2 CR 20. The Cumulative bulletin reads
in part “only that part of a loss resulting from
the sale of property used for both personal and
income-producing purposes that can be allo
cated to the income-producing portion of the
property constitutes a loss within the meaning
of Sec. 23(e) (now 165) of the Internal Rev
enue Code. In determining gain or loss on the
sale there must be an actual allocation of the
amounts which represent cost, selling price,
depreciation allowed or allowable, and selling
expenses in the same manner as if there were
two separate transactions.”
The Sharp partners (Sharp et al vs. US, US
District Court, Del., 12/1/61) had purchased
an airplane which was used about 25% for
business. The cost, in round amounts, in 1946
was $55,000. Depreciation was allowed on the
partnership returns in the amount of $13,000
from 1946 to 1954, leaving a net of $42,000
unrecovered. In 1954 the plane was sold for
$35,000 or $7,000 less than the unrecovered
cost, and while the Sharps did not seek to de
duct any loss, they did contend that there was
no gain, because there was only one plane and
one sale. Logic means little when taxes are
involved, however, and the court decision up
held the Treasury position that although a
plane or any other item is normally accepted
as an entity, it is divisible for tax purposes.
The result was a personal loss on the sale of
the plane of $14,000 which was not deductible,
and a taxable capital gain to the partners of
$7,000 for the 25% of the plane used in busi
ness.
Professional persons must also remember
that the new depreciation rules, effective July
1, 1962 are also applicable to them.
In addition to the ordinary expenses of oper
ating a business, a professional person has
expenses of a type that other businessmen do
not have, and these are the costs of keeping
current with his profession—or continuing edu
cation. Expenses that are not deductible are
those that are incurred in securing the right
to practice a profession, such as fees for taking
the CPA or bar examination, and educational
expenses that are primarily to obtain a new
position or for substantial advancement in an
old position. But, if educational expenses are

incurred primarily to maintain or improve skills
required in a particular type of practice, then
all such expenses are deductible.
For instance, a general practitioner took a
course of study in pediatrics in order to be
come a specialist in this field. His expenses are
not deductible because the study qualified him
for a specialty within his trade or business. On
the other hand, a general practitioner who
took a short course to review developments in
several specialized fields, including pediatrics,
for the purpose of carrying on his general
practice, can deduct these expenses for educa
tion, including transportation, meals and lodg
ing while away from home because they were
undertaken primarily to improve skills required
by him to keep up in his profession.
An attorney who was a tax consultant took
a one-week course in federal taxation given by
an annual tax institute. The Court of Appeals
held that the expenses incurred were necessary
in order to perform his work with due regard
to the current status of the law . .
Mrs. Truxall, a high school English teacher,
was allowed to deduct as educational expense,
the cost of additional college credits necessary
in order for her to qualify for periodic salary
increases. While the cost of courses needed to
qualify for a higher job cannot be deducted,
courses required to keep a present teaching
job would be, and in this case the periodic in
creases were considered part of the job she
already had. The course consisted of a twoweek tour of Mexico conducted by a Professor
of Education of Indiana University and she
was required to keep a diary of the trip. (R.
D. Truxhall, TC Memo 1962-137).
The professional should deduct the cost of
information services, such as Federal or State
tax reporters, law reporters and other services.
Books which are a part of the professional li
brary and have a more permanent value, should
be capitalized and depreciated. Generally, at
least part of the cost of the magazines in the
physician’s or dentist’s waiting room can be
claimed as a professional expense, as they are
kept there for the benefit of patients.
Membership dues in medical, technical or
professional societies are generally deductible.
Expenses incurred attending professional con
ventions are also deductible but only if directly
related to the business. A lawyer whose prac
tice was strictly on a local basis attended a
meeting of the International Law Association
in Jugoslavia. He was not allowed to deduct
the expenses because he failed to connect his
domestic and local professional activities with
the agenda of the conference. (Alexander P.
Reed, 35 TC No. 25).
Meetings of professional societies, because
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they are usually helpful to members of the
profession, are also an ordinary and necessary
business experience. A careful record should be
kept of these expenses, and they, like enter
tainment expenses, should be paid by check
where possible, to facilitate proof of their de
ductibility.
Entertainment can be a deductible expense
for the professional person, including doctors,
as well as the businessman, if they are related
to the taxpayer’s practice and are of a char
acter which will produce a business benefit.
Here too, it is essential that good records be
kept.
Few persons, starting out in a practice, have
sufficient knowledge of business and record
keeping procedures. It is the wise one who will
seek the advice of an accountant to set up a
bookkeeping system not only to comply with
the requirements of the tax laws, but to pro
vide information for financial planning. Insuf
ficient records may result in a negligence pen
alty of 5%, or may convince the tax examiner
that the taxpayer was keeping incomplete rec
ords with fraudulent intent. (Sec. 6653 (a) (d))
and a 50% penalty may result.
If proper records are not available, the agent
will attempt to reconstruct income on any arbi
trary method that in his opinion, will clearly
reflect income. If any item is in doubt, it will
be decided in favor of the government, and
against the taxpayer’s interests. In this situa
tion, the burden of proof is on the taxpayer
to show that the agent’s computations or
method is in error. And if he does not have
adequate records, an attempt to prove this
error almost certainly will be futile.
Several methods of accounting are permis
sible under the Code, and the taxpayer is al
lowed to adopt the form and system which
are best suited to his needs, as long as it clear
ly reflects income. Most professionals with a
small business find the cash basis most con
venient, and there are several readymade sys
tems available in business supply houses that
are simple to follow. If the taxpayer wishes to
change his accounting method, he must first
obtain permission from the Commissioner.
An author who works on a book over a long
period of time, or an attorney who works on
a law case for several years may both find
themselves at a disadvantage taxwise if they
receive payment for their services in one lump
sum, since for a taxpayer on a cash basis, in
come is taxable in the year received. Fortu
nately, our tax laws recognize the hardship in
this situation by providing special tax treat
ment to prevent bunching of income at a
higher tax rate than would have resulted if
the income had been received ratably over

the years. The Regulations treat various types
of long-term compensation differently as to
application and eligibility. For an artistic work,
which includes literary work, the work must
have covered a period of 24 months or more
(Reg. 1.1302-1) and the amount received dur
ing the taxable year must equal at least 80%
of the total compensation before the taxpayer
can reduce his tax to the total amount that
would have resulted if the compensation had
been reported ratably over the period of work
preceding the close of the tax year. This peri
od, in the case of an artistic work may not
exceed 36 months. (1302(b) (2)). Provision is
made for other types of payments, such as
damages for breach of contract, back pay, and
income from inventions. Compensation from
employment would include payment for serv
ices performed by a lawyer on a trust, estate
or law case, and by an accountant on a tax
case. The services must relate to a particular
project, must cover a period of at least 36
months, and at least 80% of the total compen
sation must be received or accrued in the tax
year. Amended returns are not filed for the
years involved, the computation is made in a
schedule attached to the return for the year
the lump-sum compensation is received. The
saving would be substantial if the taxpayer
had been in lower tax brackets in prior years,
but if he had been in a higher tax bracket,
there might be no benefit from this provision.
An arrangement to perform general services
does not qualify. An accountant prepared a tax
return for a client. Later, the return was ex
amined, and the accountant’s services were
used for the resulting tax case. The accountant
claimed that his compensation for the tax case
was for services that began when the return
was first prepared. It was held, however, that
the work was not on one particular project,
and the income could not qualify as long-term
compensation. The relief from lump-sum in
come is also available to members of partner
ships if they qualify by meeting various tests
in accordance with Sec. 1301 (c).
Purchase or sale of a professional practice
brings up problems peculiar to its nature. A
covenant not to compete is sometimes included
in the sale terms. The tax court, where an ac
counting practice was involved, recognized
that it has some value separate from goodwill.
Usually, the covenant covers a specified period
of time and a designated distance from the
location of the business sold. If the restraint is
for a definite period of time, the purchaser
may deduct the cost ratably over this period.
However, if the agreement covers an indefinite
period of time, or is not stated separately and
specifically as a part of the purchase price,
the purchaser may not be able to recover the
cost until he disposes of the business.

Similarly, in the sale of a business, the
amount allocable to the sale of goodwill should
be set out separately, since the seller is entitled
to capital gain on this portion. Partnership
agreements should be reviewed to see that they
will produce the tax results that the partners
want. If they want capital gain on disposal of
their interest, in which case it is not ordinary
income and deductible by the remaining part
ners, the partnership agreement must specify
that the payments made for goodwill are ex
actly that, otherwise, they will be considered
all ordinary income, even if the partners in
tended payments to cover goodwill. (V. Z.
Smith, 37 TC No. 102)
The professional person will almost cer
tainly encounter difficulties where goodwill
is involved, because the Treasury has been
leaning toward the view, especially with re
spect to the sale of a law practice, that the
success of a professional business depends
upon the personal ability, skill and integrity
of the professional, and that these personal
attributes cannot possibly be transferred to
the new owner, thus, no salable goodwill ex
ists. And since capital investment in a pro
fessional business is usually negligible, this
results in most of the price being taxed as or
dinary income to the seller. In some recent
cases, the courts have disagreed with the
Treasury by recognizing capital gain on the
sale of a professional practice. In one, a CPA
who wanted to expand his practice sold a 45%
interest in his sole proprietorship to two young
CPAs for 45% of the year’s gross receipts plus
part of the book value of the assets. He would
continue as a partner for 10 more years, at
which time his remaining interest would be
sold under a similar basis. The Treasury con
tended that he was selling an assignment of a
share of future earnings, and that the 45%
interest was ordinary income. The Tax Court,
however, found that the practice did include
goodwill, which was the opportunity given
the new partners to benefit from an estab
lished practice, and that the goodwill was
separate and apart from the accountant’s skill
and ability. (Malcolm J. Watson, 35 TC No.
26).
The court again disagreed with the Treasury,
and upheld capital gain in the sale of a dental
practice in a state where the law recognized
that professionals could have goodwill. In this
case, a specialist in orthodontia, Dr. Rees,
agreed to take two other dentists into equal
partnership in exchange for their paying him
$35,000 for his goodwill, payable over 10
years. (Denton J. Rees v. US, 187 F. Supp
924, affd 295 F. (2d) 817)
Undaunted, the Treasury is now trying a
different angle. In Treasury Release TIR-388,
(6/9/62), it has announced that the Rees

case will no longer be followed, on the basis
that “a taxpayer may not escape tax on his
earnings as ordinary income by an agreement
which is in effect an anticipatory assignment
of future income.” The professional, whether
he takes in partners or sells out completely,
will be facing the problem of goodwill for
some time to come.
Professional corporations or associations, the
second method of attack by self-employed
persons against tax discrimination, are for the
purpose of obtaining benefits available to cor
porate employees. These include deferred
benefit profit sharing plans, pension plans,
group health, accident and life insurance,
where the premium is deductible by the cor
poration but not taxable to the employee, cer
tain death benefit payments to the family of
the deceased employee that are not taxable
income, wage continuation plans that may be
tax-free up to $100 per week during the period
of illness.
For professions, such as engineers and archi
tects, incorporation is no problem. However,
by tradition, professional men such as doctors,
lawyers, and accountants have been forbidden
to incorporate by state law, including states
where the Uniform Partnership Act has been
adopted.
Doctors were among the first to try the pro
fessional corporation by organizing groups that
were treated as corporations for Federal tax
purposes, but were not considered corporations
under state law. In 1954, Dr. Kintner, of Mon
tana, won his case (US v Kintner 215 F2(d)
418) in the Circuit Court of Appeals, where the
association which operated a medical clinic
was found to have more of the attributes of a
corporation than a partnership. Therefore, the
contributions to the pension plan were held
deductible.
The Treasury grabbed the ball on the next
play by devising the “Kintner Regulations”
(Reg. 301.7701-7702.2) in which a series of
tests were set forth to determine whether an
organization should be classed as a corporation
or a partnership. Included is a provision that
local law would determine the status of the
association for Federal income tax purposes.
The doctors intercepted the play, however,
and are now forging ahead to the goal line.
Their strategy is to work for a change in state
laws to permit groups of doctors to incorporate
and practice medicine as a corporation. This
is the impetus behind the professional associa
tion bills that have passed or are now pending
in several states. What the Treasury will do
next, we will have to wait and see.
Whether incorporation would really be a
tax-saving, how to set up for tax benefits, and
pitfalls to avoid are all problems that must be
analyzed for each individual situation.

To be considered are the reasons behind the
state laws prohibiting the corporate form of
practice among professionals. One was to pre
vent the evasion of personal responsibility,
since the liability of stockholders is limited by
law. Accountants, for instance, might take
risks they would not assume if they were per
sonally liable. It is possible, also, that the con
trolling stockholder might be a layman. Most
of the new incorporation laws do contain vari
ous provisions intended to maintain ethical
restraints, but the differences in the various
state laws would make almost impossible the
practice of a profession in more than one state.
The restraints provided in some state laws,
such as on transferability of ownership, might
prohibit the entity from being a corporation if
too many of the key characteristics of a corpo
ration are eliminated.
As for lawyers, the American Bar Associa
tion’s Committee on Professional Ethics has
ruled that a lawyer who practices law as a pro
fessional corporation or association will not
violate any of the profession’s Canons of
Ethics provided appropriate safeguards are ob
served. (Opinion 303). However, the Commit
tee did express grave doubts as to the wisdom
of practicing in corporate form.
Treasury Circular 230 prohibits the practice
before IRS by lawyers, CPA’s and other agents
who practice through the corporate form. Pro
posed amendments have been made which
would eliminate this provision.
For certified public accountants, the corpo
rate form of practice is prohibited by Rule
4.06 of the Code of Professional Ethics, and
as of now, no change has been proposed. But
ethical standards and traditions can fall by the
wayside, just as have some accounting prin
ciples, when an issue of tax saving is involved.
This is pointed up by the fact that the Execu
tive Committee of AICPA has already cau
tiously admitted that “the traditional partner
ship form of practice may cease in time to be
appropriate. . . . Before a new course is se
lected, however, it ought to be clear beyond
reasonable doubt that the change will advance
the best interests of the profession and the
public—both their immediate and their longrange interests. In terms of the incorporation
issue, that kind of certainty is not yet possible.”
From the many tax problems described only
briefly here, it is evident that wise and careful
tax planning is an essential part of the career
of any professional man or woman.
From a paper presented at the joint annual meet
ing of AWSCPA-ASWA, New York City, Septem
ber 1962.
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Final Form
True, the ultimate reader of your printed
manuscript is not concerned in the least with
its appearance in the rough, but reviewers may
not be so charitable. Double-spacing with wide
margins may seem to increase length and to
waste paper. Actually, it affords a convenience
to the reviewer for making marginal notations,
interlining, and asking questions. And, above
all, number your pages and identify yourself as
the author. You may also protect yourself by
placing the completion date at the end of the
manuscript, for it is conceivable that a change
in law or recommended procedure may occur
between the dates of preparation and publica
tion, making your work incorrect in some
respect. You cannot be criticized if the manu
script was written before this change became
known.

The Good or Bad News
Editors of professional publications often
plead or beg for manuscripts and then they
must reject the fruits of their efforts. It is
much more difficult to write or rejection than
one of acceptance. In many instances, the re
jected manuscript can be accepted if the au
thor will make a careful revision.
In short, keep trying. Think of some subject
in which you are interested, do some research
on it; develop a general theme and organize
your thinking around it; put your thoughts in
words, sentences and paragraphs; review them
critically; and then submit your manuscript to
a prospective publisher. You may be surprised.
From a paper presented at the joint annual meet
ing of AWSCPA and ASWA held in Milwaukee,
Wisconsin, October 1961.

DEBT STARTS YOUNG
All Americans are created equal—in debt.
Each child born this year in the U. S. will
begin life owing an equal $1,630 share of fed
eral debt.
But this equality won’t last long.
Each of next year’s children will start life
with the dubious blessing of a $30 increase in
what he owes of the debt.
—Nation’s Business
There are no doubt some who regard in
tangible assets as unreal and favor writing
them off on this account—but if once the view
is accepted that value depends on expectations
for the future, the proposal is either invalid or
applicable almost equally to tangible assets.
Indeed, experience shows that intangible are
often more enduring than tangible values.
—George O. May

